GENERAL STATUTORY PLAN
The general rules are set forth in Subpart A of Part I, comprising Sections 641 to 643. The 1954 law continues the prior general pattern of taxing estates and trusts in the same manner as individuals on net income, now termed taxable income, and the tax is payable by the fiduciary on such income. 3 With certain exceptions, 4 an estate or trust is allowed the same deductions allowed to individuals, and in addition a deduction is allowed for income required to be distributed currently or which is distributed currently 5 As in the prior law, the test of the amount of a distribution which is taxable to beneficiaries is the amount of the additional deduction allowed to the estate or trust.' Some of the changes incorporated in the new statute are designed to remove complexities resulting from the 65-day and 12-month rules enacted in 19 3. § 641(b).
§ §642(b), (c), (i).
5. § § 651, 661.
§ §652(a), 662(a).
7. See text at note 69 infra.
of tax on distributions of amounts which are not part of the taxable income of the estate or trust. 8 The new law preserves the conduit theory of an estate or trust by providing that various classes of income received by the estate or trust shall retain their same character of taxable, tax-exempt or partially tax-exempt income in the hands of the beneficiaries.
If all the income is distributable or distributed currently, the beneficiaries receive the full credit against their tax for foreign taxes, partially taxexempt interest, and dividends received; if part of the income is distributed and part retained by the estate or trust, the credits are apportioned ratably between the fiduciary and the beneficiaries." 0 An estate in process of administration will continue to have a personal exemption of $600, and a trust which may accumulate income will continue to have an exemption of $100; the exemption of a distributable trust is increased from $100 to $300, which amount will be available as a deduction from capital gain, extraordinary dividends and other taxable income which is properly allocable to corpus." As under prior law, the 1954 law allows as a deduction any amount of the gross income, without limitation, which pursuant to the terms of the will or trust instrument is paid to or set aside for qualified charitable organizations or purposes." 2 However, the 1954 statute provides that the charitable deduction is to be reduced by an allocable portion of tax-exempt interest and foreign income. 13 The new statute continues the prior provision that amounts allowable as deductions for estate tax purposes as well as for income tax purposes (not including certain items of deductions in respect of a decedent which are allowable for both taxes) shall not be allowed as income tax deductions on the return of an estate unless a waiver is filed of the right to have such amounts allowed as estate tax deductions.' 4 The 1954 law, like the prior law, denies the standard deduction to an estate or trust.' 5 If the taxable year of a beneficiary is different from that of an estate or trust, the amount includible in the gross income of the beneficiary is based on the income of the estate or trust for its taxable 8. See discussion under the heading "Distributions Not Taxable to Beneficiaries Unless Made from Taxable Income" at p. 609 infra.
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year ending within or with his taxable year.' 0 The prior law had a similar provision relating to distributable trusts 17 but no such provision relating to estates or to trusts which may accumulate income.
Deductions on Termination of Estate or Trust
An important new provision in the 1954 Code states that if at the time of termination an estate or trust has a net operating loss carryover, a capital loss carryover or deductions for the final year in excess of gross income (exclusive of the deductions for the personal exemption and amounts paid to or set aside for charity), such amounts shall be allowed as deductions to the beneficiaries succeeding to the property of the estate or trust.' This provision will enable beneficiaries to take deductions for items such as trustees' commissions and attorneys' fees paid from corpus which exceed income of the estate or trust and which under prior law were not available as deductions. 9 In order to assure the right of the beneficiaries to such deductions, it seems advisable that there be a complete distribution of all assets of the estate or trust, so that there can be no question about whether it has terminated. 20 The use of the words "capital loss carryover," which signify a loss carried over from one year to another, 2 1 rather than the words "capital loss," raises the question whether the beneficiaries of a terminated estate or trust may take a deduction for a capital loss in the same year in which it is sustained by the estate or trust or whether such loss will be available to the beneficiaries only as a capital loss carryover in subsequent years. The report of the Senate Finance Committee says that this provision makes available to beneficiaries "any unused capital loss," ' indicating that the word "carryover" was used inadvertently in the statute. It is to be hoped that this point will be clarified by the regulations or by a statutory amendment. 
§ §652(c), 662(c

ESTATE AND TRUST INCOME TAXATION LIMITATION ON AMOUNTS TAXABLE TO BENEFICIARIES
A considerable amount of confusion resulted from the use in the 1939 Code ' of the word "income," rather than "gross income" or "net income," to describe amounts which were deductible by the fiduciary and taxable to beneficiaries. The word "income" was construed in some instances to mean income for purposes of fiduciary accounting under state law. 2 4 The 1954 Code eliminates this problem by using the term "income" to mean amounts which are income under the will or trust instrument and local law, and the terms "gross income," "taxable income," "distributable net income" and "undistributed net income" to describe amounts which are taxable under the income tax statute. 2 5
The amount which is properly distributable or distributed to an income beneficiary is based on income under state law, but the amount which is deductible by the fiduciary and taxable to the beneficiary is based on distributable net income as defined in the income tax statute. 2 6 As is shown below, the total amounts taxable to beneficiaries in any year cannot in any event exceed the distributable net income of the estate or trust for that year. Taxable income under the 1954 Code 2 substantially corresponds to net income under the 1939 Code.
Definition of Distributable Net Income
Distributable net income is defined in the 1954 statute to mean the taxable income of the estate or trust computed with the following modifications: 28
The amount computed as taxable income is increased by the following items:
(1) the deduction for the distributions to beneficiaries, called the additional deduction;
(2) the personal exemption;
(3) capital losses, except to the extent that such losses are taken into account in determining the amount of capital gain which is dis- 
§643(a).
tributable or distributed to beneficiaries. 29 The deduction for 50% of the excess of net long-term capital gain over net short-term capital loss " is not taken into account in computing taxable income for determining distributable net income, thereby increasing the amount of distributable net income; (4) tax-exempt interest, reduced by expenses not allowable in computing taxable income which are allocable to such interest and by the portion of such interest which is paid or set aside for charitable purposes;
(5) in the case of a foreign trust, 81 amounts of gross income from foreign sources, reduced by expenses not allowable in computing taxable income which are allocable to such foreign income and by the portion of such foreign income which is paid to or set aside for charitable purposes; 32 and (6) the amount of the dividend exclusion ($50).
The amount computed as taxable income is decreased by the following items:
(1) capital gains, to the extent that such gains are allocated to corpus and are not either (a) paid, credited or required to be distributed to beneficiaries currently, or (b) paid or set aside for charitable purposes; and (2) in the case of distributable trusts, extraordinary dividends or taxable stock dividends which the fiduciary, acting in good faith, determines are allocable to corpus under the will or trust instrument and applicable state law.
The deduction for amounts paid to or set aside for charitable purposes is based on gross income of the estate or trust.' Therefore, this deduction is taken along with other deductions in arriving at taxable income, which forms the basis for computing distributable net income. In determining the amount of the charitable deduction, a proportionate part of tax-exempt income must be allocated to the charity, and the deduction is limited to the amount allocated from gross income. 34
29.
The capital loss may be carried forward under § 1212. 30. See § 1202. 31. Although the Code uses the word "trust," § 643 (a) (6), foreign income is exempt from tax only if received by a non-resident alien beneficiary. See § 872 (a).
32. Items (4) and (5), which are nontaxable income, are added to taxable income merely for the purpose of allocating various classes of income among the fiduciary and various beneficiaries. However, they retain their character of nontaxable income in the hands of the beneficiaries and thus remain free of tax.
§ 642 (c).
34. § 643 (a) (concluding 2 sentences).
It is important to note that in arriving at distributable net income, which limits the amount taxable to beneficiaries, the only amounts of gross income allocated to principal which are excluded are capital gains and, in the case of distributable trusts (but not in the case of estates or of trusts which may accumulate income), extraordinary dividends and taxable stock dividends which in good faith are credited to principal. The statute does not permit the exclusion of other undistributed items of income allocable to principal, such as reserves set aside for amortization of the cost of improvements to real property where the amounts set aside exceed the allowable deduction for depreciation, or amounts, other than capital gains, which had accrued as income to a decedent at the time of his death and which are includible in income of the estate. Presumably, those amounts were omitted on practical grounds.
The report of the Senate Finance Committee points out that since capital gains are not excluded from distributable net income in cases where they are paid to a beneficiary during the taxable year, capital gains which are paid to a beneficiary in the year of termination of a trust will be taxable to the beneficiary. ' This would be equally true of capital gains paid to a beneficiary of an estate. In view of that rule, it may be important to determine whether amounts of principal paid by an executor to legatees, from a commingled bank account which includes capital gain, include any of such capital gain or whether the amounts paid are wholly principal other than capital gain. In the absence of a statutory provision for determining when capital gains are to be considered distributed, the determination apparently must be made by entries on the books of the fiduciary 3 6 This point should be clarified by regulations.
The only deductions the amounts of which are added to taxable income in arriving at distributable net income are those allowed for distributions; capital losses and the personal exemption. Therefore, in arriving at distributable net income, taxable income will be computed by taking other deductions chargeable to principal, such as trustees' commissions and attorneys' fees allocable to principal, which under prior law were not allowable in arriving at income taxable to beneficiaries and which were wasted unless there was income chargeable to corpus from which they might be deducted.1 7 One odd result of this rule is that if there are capital gains or extraordinary dividends which are credited to principal, but which are excluded from distribut- able net income, deductions chargeable to corpus will not be allowable in reduction of that income but will inure solely to the benefit of the income beneficiaries, except to the extent that they exceed amounts of taxable income which are includible in distributable net income. It would seem more equitable to allow such deductions first from income credited to principal and to the extent of any excess as deductions in arriving at distributable net income.
DISTRIBUTABLE TRUSTS
Trusts which are required to distribute all their income currently are dealt with exclusively in Subpart B of Part I, comprising Sections 651 and 652.88 These trusts are referred to in the report of the House Ways and Means Committee as "simple trusts," to distinguish them from "complex trusts," a term used in the Committee report to describe decedent's estates, trusts which are not required to distribute all their income currently, trusts which make distributions of principal and trusts which pay or set aside amounts for charitable purposes. 9 Distributable trusts are taxed generally in the same way as under prior law. A deduction is allowed to the trust for amounts of income required to be distributed currently, and those amounts are taxed to beneficiaries whether distributed or not. 40 However, the amounts deductible by the trust and taxable to the beneficiaries are limited to the distributable net income of the trust for the taxable year. The statute states that for the purpose of determining the amount deductible by the trust, the computation of distributable net income shall not include items of income which are not included in the gross income of the trust and deductions allocable thereto. 41 This means that for this purpose, distributable net income is computed without including tax-exempt interest, foreign income in certain cases and the amount of dividends excluded from gross income. The effect of this provision is to prevent the trust from obtaining a deduction for amounts not included in its gross income.
If the amount of income (under state law) to be distributed currently exceeds the distributable net income of the trust, the amount 38. In any year in which a trustee makes distributions of principal to a remainderman, the trust will be treated as a complex trust, § 651 (a). This may not necessarily include the year in which the income beneficiary dies if no distribution of principal is made in that year.
39 included in the gross income of each beneficiary is an amount which bears the same ratio to distributable net income as the amount of income (under state law) distributable to such beneficiary bears to the total distributable income (under state law) of the trust. 42 
Distributions Not Taxable to Beneficiaries Unless Made from Taxable Income
A result of the provision limiting the amount taxable to beneficiaries to the distributable net income of the trust is that amounts distributed as income under state law which are not part of the gross income of the trust will not be taxed as income to beneficiaries. This provision nullifies the rules of Johnston v. Helvering ' and McCullough v. Commissioner," which dealt with distributions of amounts considered income under state law which were not part of the gross income of the trust.
In the Johnston case, a trustee foreclosed a mortgage on real estate and in a later year sold the property at a loss and, under the applicable rule of state law," allocated part of the proceeds of sale to the income beneficiaries. It was held that since the amounts received by the beneficiaries were income under state law, they were includible in gross income of the beneficiaries for income tax purposes. In the McCullough case, a trustee received a non-taxable stock dividend of common-on-common and allocated a part of the dividend shares to the income beneficiary under state law. It was held that the dividend stock reached the income beneficiary as taxable income and that his basis was the fair market value of the stock at the time of distribution and not merely a proportionate part of the trustee's basis for the original stock.
This new rule, limiting amounts taxable to beneficiaries to distributable net income of the trust for the taxable year, is equally applicable to estates and to trusts which may accumulate income.'
Character of Amounts of Income: Allocation of Deductions
Items of income of various classes which are included in distributable net income will preserve their same character in the hands 42 of beneficiaries. The statute provides that unless the trust instrument specifically allocates different classes of income to different beneficiaries, amounts distributed to beneficiaries will be treated as consisting of a ratable part of each class of income entering into the computation of distributable net income, 48 so that each beneficiary will exclude from gross income his ratable share of tax-exempt income and will take credit for an allocable portion of dividends received, partially taxable income and foreign taxes. It is implicit in the statute that it is permissible to provide in the will or other trust instrument that certain beneficiaries shall receive fully taxable income and that others shall receive partially taxable, tax-exempt or foreign income.
The statute provides further that in applying the rule which apportions various items of income among beneficiaries, the items of deduction entering into the computation of distributable net income shall be allocated among the items of distributable net income in accordance with regulations prescribed by the Secretary of the Treasury or his delegate. 4 There is a similar provision in the statute relating to estates and to trusts which may accumulate income."u The meaning of this provision is not clear. With the exception of the requirement that nonbusiness expenses be allocated between taxable and non-taxable income,"-there was no requirement in the prior law that various items of deductions of an estate or trust be allocated among various classes of income. Under prior law, as in the case of individuals, expenses of an estate or trust were charged first against income which enjoyed no tax privilege, such as fully taxable interest, and only the excess deductions served to reduce income having tax privileges, such as partially taxable interest. The new statute appears to empower the Treasury Department to prescribe by regulations that the prior rule shall continue in force and that for this purpose an estate or trust shall be treated in the same way as an individual.
If the Treasury Department should issue regulations requiring that each item of deduction be allocated among various classes of income of an estate or trust, the resulting burden to corporate fiduciaries would be very great, without producing any substantial amount of revenue. It has been estimated by representatives of Philadelphia trust companies that if such requirement is made, the time consumed in preparing fiduciary returns will be more than doubled. It is to be hoped that no such regulation will be issued 5 and that if such regulation is issued, Congress will come promptly to the rescue of fiduciaries by amending the statute so as to make it clear that no such allocation is required.
ESTATES AND OTHER TRUSTS
The provisions relating to decedents' estates and to trusts which may accumulate income, pay amounts from principal or set aside income for charitable purposes are found in Subpart C of Part I, comprising Sections 661 to 663. They follow in general the rules relating to distributable trusts. Amounts which are taxable to beneficiaries are limited to the distributable net income of the estate or trust,5 which is the same as in the case of a distributable trust except that extraordinary dividends and taxable stock dividends are included in income." If part of the distributable net income is distributed to beneficiaries and part retained by the estate, various classes of income are allocated ratably to the estate and beneficiaries."'
In determining the distributable net income allocable to beneficiaries, the beneficiaries are divided into two groups or tiers, and an order of priority is established. The distributable net income is first reduced by amounts of income required to be distributed currently, including amounts required to be distributed currently which may be paid from income or corpus but which in fact are paid from income for the taxable year. 58 The beneficiaries of the required current distributions constitute the first tier, and the amounts of the required current distributions are allocated among and included in the income of those beneficiaries in the same way as income of a fully distributable trust1'
The second tier of beneficiaries consists of those to whom any other amounts are paid, credited or to be distributed during the taxable year. The amounts taxable to beneficiaries in this tier are limited to distributable net income of the estate or trust reduced by the distributable net income payable to those in the first tier, and are allocated in the same way as in the case of distributable trusts.1 5 Therefore, if the total amounts distributable to beneficiaries of the first tier 52. The instruction sheet for the fiduciary return, Form 1041, does not require such allocation, and the writer understands that no such requirement will be made in the regulations.
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exceed the distributable net income for the taxable year, second tier beneficiaries are not taxed on current income. 5 9 In computing distributable net income for the purpose of allocating various classes of income to beneficiaries in the first tier, the deduction for amounts of gross income paid to or set aside for charitable purposes is allowed only to the extent that such amounts are paid or set aside from income of the estate or trust for the taxable year.° For example, assume that the trust instrument provides that one-half of the income shall be distributed each year to A, that in the trustee's discretion all or any part of the balance may be accumulated or distributed to B or to designated charitable organizations and that income accumulated in one year may be distributed in a subsequent year to B or to the designated charitable organizations; assume further that the trust for the taxable year has $10,000 of taxable interest, $8,000 of dividends for which the 4% credit is allowable and $5,000 of taxexempt interest, and that the trustee distributes $11,500 to A and $20,000 to charity X (consisting of $11,500 of current income and $8,500 of income accumulated in a prior year). The charitable deduction will be $11,500, and not the $20,000 actually distributed to the charity; A will be deemed to receive $5,000 of taxable interest, $4,000 of dividends for which the 4% credit is allowable and $2,500 of tax-exempt interest.
Beneficiaries who fall into the second tier include those entitled to receive annuities or other amounts payable out of principal. The statute treats as income distributions, subject to the distributable net income limitation, all amounts paid or to be distributed from either income or principal except lump sum gifts or bequests which meet the tests described below. " The 1954 Code thus continues the provisions of the prior law, 2 enacted in 1942, designed to change the rule of Burnzet v. Whitehouse, which held that annual payments which might be satisfied from principal were exempt from tax to beneficiaries as gifts or bequests, even though paid wholly from income.
If the trust instrument should provide for accumulation of income and the payment of annual amounts from principal to individual beneficiaries, the annual payments would be treated as income to the beneficiaries in an amount not in excess of the distributable net income of the trust. On the other hand, if trust income is accumulated for the benefit of individuals and annual payments are made from principal to charitable organizations, the income each year will be taxed to the trust, subject to the application of the five-year throwback."
Lump Sum Bequests Not Taxed as Income. Treatment of Residuary Bequests
The 1954 statute excepts from amounts which are treated as income distributions an amount properly paid or credited under the governing instrument as a "gift or bequest of a specific sum of money or of specific property" which (1) is paid all at once or in not more than three installments and (2) cannot be paid or credited wholly from income.' An amount paid on account of a specific bequest or devise 66 is taxable as income to the legatee or devisee if it is paid in more than three installments or if the will specifies that it is to be paid from income.
However, through what may have been an oversight in drafting the statute, this exception does not extend to an amount paid in satisfaction of a general or residuary bequest or devise, or an amount of principal distributed under the intestacy laws. The failure to provide an exception for distributions of such amounts of principal means that if the statute is construed literally, any principal distribution of an estate, other than amounts paid on account of a specific bequest or devise, will be treated as a distribution of income. This will undoubtedly result in serious complications in the administration of an estate and in many instances will produce unintended and inequitable results.
For example, suppose that a testator leaves a residuary estate of $200,000, of which one-half is left outright to A and one-half is left in trust to pay the income to B for life; that the distributable net income of the estate for the taxable year is $10,000; that one-half of such income is paid to A and one-half is paid to the trust and thus becomes distributable to B; and that a principal distribution of $40,000 is made to A. The total distributions which will be considered distributions of income amount to $50,000, of which A receives $45,000 or 9/10 and B receives $5,000 or 1/10. A will be taxable on 9/10 of the distributable net income or $9,000, and B will be taxable on only 1/10 or $1,000.8 If, on the other hand, the income is distributed in the same 64. See discussion under the heading "Five-Year Throwback" at p. 616 infra.
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66. Although the statutory language does not include the word "devise," the word "gift" should be broad enough to include devises. way but the $40,000 of principal is paid to the trust for B rather than to A, the trust will be deemed to receive $9,000 of income and A $1,000, and of the $9,000, presumably $5,000 will be considered distributable and taxable to B and the remaining $4,000 will be taxable to the trust. Many other examples could be given of curious and probably unintended results which are brought about by this statutory quirk. There is a serious question about the constitutionality of an income tax statute which taxes to a beneficiary receiving principal an amount of income in excess of an amount which may inure to his benefit. This provision requires prompt remedial action by Congress in order to eliminate any requirement that amounts of principal distributed by an estate in process of administration shall be treated as distributions of income.
65-Day and 12-Month Rules Abolished
With the exceptions discussed below, the statute relating to estates and to trusts which may accumulate income abolishes the 65-day and 12-month rules of the prior statute, 9 enacted in 1942 to provide for taxing to beneficiaries amounts received by an estate or trust in one year and distributed to beneficiaries in another. Prior to the 1942 act, such amounts were held taxable to the estate or trust in the year of receipt and exempt from tax to the beneficiaries in the year of distribution." The 65-day rule provided that if within the first 65 days of a taxable year income of an estate or trust for a prior period became payable, such income (to the extent not in excess of the income of the estate or trust for the last 12 months of the prior period) should be deemed distributed on the last day of the preceding year. The 12-month rule provided that if on a date more than 65 days after the beginning of the taxable year income of an estate or trust became payable, such income should be considered a distribution of income of the taxable year to the extent of the income of the estate or trust for the last 12 months of the period in which the income was received by the estate or trust. The new statute provides in substance that a distribution shall be deemed a distribution of current income to the extent of distributable net income of the estate or trust for the taxable year. 7 Therefore, it is immaterial whether a distribution is made from current or prior year's income and how much income is on hand when the distribution is made. For example, assume that the distributable net income of an estate in process of administration is $10,000 for 1954 and $10,000 for 1955, and that the estate makes no income distribution in 1954 but distributes $10,000 of income on January 2, 1955. The distribution will be considered a distribution of 1955 income and will be taxed to the beneficiaries as such. However, if the distributable net income of the estate for 1955 should be only $8,000, only that amount of income would be taxed as income to the beneficiaries.
As has been pointed out, the provisions of the 1954 Code apply to taxable years of estates or trusts beginning after December 31, 1953 and ending after August 16, 1954.72 However, the 1954 law preserves the 65-day rule of the 1939 Code in the case of distributions, made during the first 65 days of the first taxable year governed by the new law, which under the prior law would be deemed made on the last day of the preceding year. 7 3 Therefore, such distributions will be deductible by the estate or trust and taxable to the beneficiaries as income of the prior year.
The new statute preserves the 65-day rule for trusts which meet certain requirements, but not for estates. It provides that an amount paid by a trust within the first 65 days of its taxable year shall be considered paid on the last day of the preceding year if (1) the trust was in existence prior to January 1, 1954, (2) under the terms of the trust instrument the trust may not distribute in any taxable year amounts in excess of its income for the preceding year, and (3) the fiduciary makes an election under the statute and regulations to have such rule apply. If the fiduciary makes such an election with respect to any taxable year, the rule is applicable to amounts paid within the first 65 days of all subsequent years. 74 It will no longer be possible for an executor to make distributions in the first 65 days of the succeeding year and have them treated as current distributions. The distributions, in order to be deductible by the estate and taxable to the beneficiaries, must be made by the end of the taxable year of the estate. Conversely, by withholding a distribution until the year has ended, the executor will prevent it from being taxed currently to a beneficiary, although it may be taxed to the beneficiary 72. §683 (a). as income for the year of distribution. This will likewise be true of trusts other than those which meet the requirements stated in the preceding paragraph.
Separate Shares Treated as Separate Trusts
The new statute provides that for the sole purpose of determining the amount of distributable net income which is taxable to a beneficiary under the rules relating to so-called complex trusts, if a single trust has more than one beneficiary, substantially separate and independent shares of different beneficiaries are to be treated as separate trusts. This rule is to be applied under tests prescribed by the regulations. 5 The report of the Senate Finance Committee states that the effect of this provision is to prevent a beneficiary from being taxed on a distribution which is made from corpus but whichwould, except for this provision, be treated as a taxable distribution because trust income is being accumulated for another beneficiary. 76 The division of the trust into separate shares or trusts will prevent the beneficiary receiving corpus from being taxed on an amount in excess of the distributable net income of the trust of his share.
Unfortunately, the separate share rule applies only to trusts and not to estates. One solution of the problem resulting from treating distributions of non-specific principal of an estate as distributions of income 77 would be to extend the separate share rule to an estate. If this were done, a beneficiary receiving a distribution of principal would not be taxable on income in excess of the income from his share of the estate.
FIVE-YEAR THROWBACK
The 1954 statute in Subpart D of Part I, comprising Sections 665 to 668, makes a complete innovation by enacting a five-year throwback rule for taxing to beneficiaries distributions of trust income which exceed the distributable net income of the trust for the taxable year. Those provisions are based in part on a statutory draft prepared by the American Law Institute, although that draft limits the period of the throwback to two years. 78 The purpose of the new rule is to prevent the use of income accumulations in a trust to obtain the benefit of tax rates lower than those which would be applicable if the income were received each year by beneficiaries. 79 It is aimed primarily at the creation of multiple trusts with income accumulations for substantially the same beneficiaries.
The throwback rule is not applicable to an estate in process of administration and is not applicable to the following amounts of trust income: so (1) amounts paid or distributable to a beneficiary as income accumulated before his birth or during his minority;
(2) amounts paid to a beneficiary to meet his emergency needs;
(3) amounts paid to a beneficiary at a specified age if (a) the total number of such distributions to him cannot exceed four, (b) there is a period of at least four years between each such distribution, and (c) on January 1, 1954 such distributions were required by the specific terms of the governing instrument; and (4) amounts paid to a beneficiary as a final distribution of the trust if the distribution is made more than nine years after the date of the last transfer to the trust.
The throwback rule applies to income accumulated in taxable years beginning after December 31, 1953.81 It has no application to trust accumulations under the laws of states, such as New York, where income may be accumulated for an individual only during minority. How--ever, it would apply in Pennsylvania to trust income accumulated during the life of the grantor and beyond the minority of a beneficiary. Likewise, it would apply to accumulations governed by the law of a state having the common law rule against accumulations if the accumulation is not for the benefit of a minor or unborn persons and does not fall within any of the other exceptions specified above.
The distributions to which the throwback rule applies are distributions made during the taxable year of amounts which are treated -as income distributions under the rules relating to complex trusts. The rule comes into play in any year in which those distributions exceed by more than $2,000 the distributable net income of a trust for that year reduced by income distributions which are required to be made currently. Where the excess distributions amount to more than $2,000, the entire amount of the excess is thrown back in inverse order to the five 
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81. §666(a). It does not apply to distributions after that date of income accumulated prior to that date.
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taxable years preceding the year of distribution and is treated successively as a distribution on the last day of each of those years to the extent that such amount exceeds the total undistributed net income for any taxable years intervening between the year of actual distribution and the preceding year to which the excess is thrown back. 88 Whether or not there is any undistributed net income for any one or more of the five preceding years to which the excess distributions are thrown back, such excess distributions cannot in any event be deemed made for any year more than five years prior to the year of the actual distribution.
Undistributed net income of a trust for any year is defined to mean the amount by which the distributable net income for that year exceeds (1) the deduction for that year for income distributions and (2) the income tax of the trust for that year. 8 4 If the amount thrown back to any preceding year is equal to the entire amount of undistributed net income of the trust for such year, the beneficiary is given credit for the tax paid by the trust on such undistributed net income; if the amount thrown back is less than the total undistributed net income of the trust for the preceding year, the beneficiary is given credit for a ratable portion of the tax paid by the trust on undistributed net income. The amount of the tax so credited to the beneficiary is in turn treated as an additional income distribution to the beneficiary for the year for which the tax was paid. ' For example, suppose that a trust accumulates in each of the years 1954 to 1959, inclusive, $4,000 of taxable income and that it pays $800 in income tax each year, leaving undistributed net income of $3,200 each year for the six-year period. Assume further that in 1960, in addition to distributing all its distributable net income for that year, it distributes to a beneficiary the total accumulated income of $19,200. Income of $3,200 will be deemed distributed to the beneficiary on the last day of each of the years 1955 to 1959, inclusive, a total of $16,000. In addition, the total taxes of $4,000 paid by the trust on undistributed net income for such five years will be deemed distributed in equal amounts in such years and will be included in the beneficiary's income, making total income distributions of $20,000, and the beneficiary will be given credit for such taxes. Since the accumulation in 1954 extends beyond the five-year period, it will be disregarded. The rule is more complicated where only a part of the income of the trust for a prior year is deemed distributed to the beneficiary."
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It is provided in §668(c) that if only a portion of the undistributed net income of the trust for prior year is deemed distributed to the beneficiary in the
Method of Taxing Excess Distributions
The total of the amount deemed distributed to the beneficiary in prior years is included in the income of the beneficiary for the year in which the distribution is actually made to him. The income is included in the income of the beneficiary to the same extent that such income would have been includible if distributed on the last day of the year of accumulation. 87 The various items of accumulated income thus retain the same character in the hands of the beneficiary which they had to the trust. However, the amount of tax payable by the beneficiary on such income for the year of distribution cannot be greater than the tax which would have been payable by him if the distributions had been made to him in the respective preceding years in which they are deemed made. 8 This limitation will require a computation similar to that required in the case of compensation from employment covering a period of more than 36 months 8 9 to determine whether the beneficiary's tax as so computed is less than the tax computed by including the entire amount of the excess distributions in his income in the year in which actually received.
It will no doubt be found in many instances, where the beneficiary had little or no income in the five-year period during which the income was accumulated, that the beneficiary's tax on the accumulated income is less than that of the trust. However, the application of the throwback rule cannot in any event result in a tax saving, as the statute expressly denies a refund of tax paid by the trust on accumulated income. 90 
Avoidance of Throwback Rule
The application of the throwback rule may be avoided in a state having the common-law rule against accumulations by providing that after the accumulation period the trust income shall be distributed each year for five years and that the accumulated income shall be distributed at the end of the five-year period. This plan may be followed also in Pennsylvania where the accumulation period of an inter vivos trust is prior year, the beneficiary's income shall be increased by a pro rata portion of the income tax paid by the trust on the prior year's undistributed net income. However, §668(b) provides that the beneficiary shall receive credit against his tax for the portion of the tax which would not have been payable by the trust for the prior year if the amount deemed distributed to the beneficiary in such year had in fact been distributed. This will result in the beneficiary's receiving credit for tax of the trust in excess of the amount of tax which is included in his income. See Kamin 
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measured by the life of the grantor. Since the trust would have no undistributed net income during any of the five years preceding the year of distribution, none of the accumulated income in excess of the trust income for the year of distribution would be taxable to the beneficiaries.
Also, the application of the throwback rule may be avoided by providing for distribution of the accumulated income at the time of termination of the trust, as a final distribution, more than nine years after the creation of the trust. 1 The throwback rule will be avoided in such case only if no additional transfers are made to the trust within nine years of its termination. However, as will be seen in the discussion of the statute taxing the grantor as substantial owner of trust income, 2 if the principal of the trust fund is to revert to the grantor on termination, the trust must be created for a period of at least ten years to prevent the income from being taxed to the grantor.
Criticism of Throwback Rule
It is claimed by Treasury representatives that the throwback rule is necessary in order to prevent tax avoidance through the accumulation of income. No estimate has been published of the amount of revenue which these statutory provisions are designed to produce, and it may be that it is impossible to make such an estimate. In the absence of this rule, the accumulated income would be taxed each year to the trust, with an exemption of $100; it is difficult to believe that the loss of revenue through income accumulations in trusts is sufficiently great to justify encumbering the income tax law with such intricate provisions.
The burden of attempting to apply the rule, like other burdens imposed by the 1954 statute, falls on the fiduciary and not on the beneficiaries. If a trust has various classes of income during a five-year period, some of which is distributed and some accumulated, it will involve a great amount of the fiduciary's time to ascertain, for each beneficiary to whom accumulated income is distributed, how much of each class of income and how much of the tax paid by the fiduciary in each of the five years is allocable to that beneficiary's share of accumulated income. The complications surrounding the application of the rule and the computation of the tax of the beneficiary cause one to wonder whether the cure is not worse than the disease. The throwback rule seems especially out of place in a statute designed to simplify the income tax laws.
§ 665 (b) (4).
See text at and following note 100 infra.
It is to be hoped that after further consideration, Congress will decide that the throwback rule has no place in the income tax statute and should be repealed. However, if it is decided to retain this rule, the burden which it imposes would be softened by limiting its aplication to income accumulated during a period of two years prior to the year of distribution, as was proposed in the American Law Institute draft.
GRANTORS AND OTHERS TREATED AS SUBSTANTIAL OWNERS
The provisions of the 1954 Code taxing to grantors and others as substantial owners trust income not received by them are found in Subpart E of Part I of Subchapter J, comprising Sections 671 to 678. They include new statutory provisions taxing trust income to the grantor under the principle of substantial ownership, a reenactment, with certain changes, of provisions of the prior law taxing trust income to the grantor because of a power to revoke or because trust income is or may be held or applied for the grantor's benefit, and new statutory provisions taxing trust income to a person other than the grantor because of a power to receive principal or income.
The 1954 statute states that no trust income may be taxed to the grantor or any other person solely on the grounds of dominion and control under any provision of the income taxe statute other than this subpart.0
Grantor Treated as Substantial Owner
The rules for taxing income to the grantor under the principle of substantial ownership stem from the decision in Helvering v. Clifford, 4 where the taxpayer created a trust for the benefit of his wife with himself as trustee for a period of five years, at the end of which period the trust corpus was to revert to the grantor. Although there was no provision of the statute taxing the trust income to the grantor, it was held that the grantor retained such dominion and control over the property during the short trust term that he was in substance the owner of the trust property for income tax purposes, and the income was taxable to him under the statutory definition of gross income. 9 5 There was a vast amount of litigation resulting from efforts to apply the rule of the Clifford case to varying incidents of ownership over trust property and income. Regulations which have been in force under the prior statute since 1946 9 set forth detailed rules for determining when the grantor of a trust is to be regarded as substantial owner of the trust property or income. Certain provisions of the regulations were held invalid in a decision which indicated doubt about the right of the Treasury Department to deal fully with this problem by regulations. ' The 1954 Code embodies in the statute, with certain changes, the rules formerly prescribed by regulations " along with the prior statutory provisions taxing trust income to the grantor because of a power to revoke or because trust income is. or may be applied or held for the grantor's benefit. 9 The statute prescribes five general tests for determining whether trust income paid to or accumulated for others is taxable to the grantor; if any one of these tests is met, the grantor is deemed the owner and the income is taxable to him regardless of, whether any one or more of the other tests is satisfied."°T he statutory rules imposing these five tests are discussed below.
(1) Reversionary Interest.-The grantor is treated as the owner of any portion of a trust of which he has a reversionary interest in either the corpus or the income if the interest may reasonably be expected to take effect in possession or enjoyment within ten years from the transfer in trust of that portion or within an extension period of less than ten years.' 0 '
There is an exception to the ten-year rule which did not appear in the prior regulations. Trust income will not be taxable to the grantor to the extent that it is payable irrevocably for at least two years to a church or association or convention of churches, an educational organization or a hospital which qualifies for the exemption under the income tax laws.' 0 2 However, the report of the Senate Finance Committee '03 sounds a warning note that this exception will not apply unless the income for the entire trust term must be paid to the "single specified beneficiary" and that it will not apply if the trustee has discretion to pay income to any one or more of several named charitable organizations. As in the prior regulations, trust income will not be taxable to the grantor if it is payable to another person for life, even though such other person has a life expectancy of less than ten years.'° However, the Revenue Service ruled recently that trust income is taxable to the grantor where he has a reversionary interest in the corpus which will revert to his estate at death, if his life expectancy is less than ten years. 0 5 (2) Power to Control Beneficial Enjoyment.-The general rule, as under the prior regulations, is that the grantor will be treated as the owner of a trust to the extent that the beneficial enjoyment of the corpus or income is subject to a power of disposition, exercisable by the grantor or a nonadverse party, or both, without the consent of an adverse party. 10 As in the prior regulations, the statute enumerates a number of powers which are exceptions to the general rule and the existence of which will not result in taxing the income to the grantor. One of these exceptions introduces a new concept into the income tax statute. It provides that trust income shall not be taxable to the grantor because of the existence of a power to distribute, apportion or accumulate income or to pay out corpus to or for beneficiaries or a class of beneficiaries, if the power is exercisable solely by a trustee or trustees, none of whom is the grantor and not more than half of whom are "related or subordinate parties who are subservient to the wishes of the grantor." 108
The statute states that the term "related or subordinate party" means any nonadverse party who is the grantor's spouse living with the grantor; the grantor's father, mother, issue, brother or sister; an employee of the grantor; a corporation or any employee of a corporation in which the stock holdings of the grantor and the trust are significant from the viewpoint of voting control; or a subordinate employee of a corporation in which the grantor is an executive.'
A related or subordinate party "shall be presumed to be subservient to the grantor" with respect to powers conferred on him "unless such party is shown not to be subservient by a preponderance of the evidence. 
§674 (c). 109. §672(c).
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ficiaries and in a fiduciary capacity. Likewise, if the grantor is not named as trustee but reserves the power to vote stocks or direct investments, without reserving the right to exercise the power for his own benefit, the power will be exercisable by him in a fiduciary capacity. However, it may be that the statute intends to imply that if the trust assets include stocks of corporations in which the holdings of the grantor and the trust are significant from the viewpoint of voting control, the mere right of the grantor to vote the stocks or direct investments, whether or not as a trustee, is to be considered an administrative power exercisable in a nonfiduciary capacity. This provision of the statute requires clarification by the regulations.
(4) Power to Revoke.-The new Code continues the provisions of the prior statute 11 8 treating the grantor as the owner of trust corpus and taxing him on the income to the extent that a power to revest in the grantor title to the trust fund is exercisable by the grantor or a nonadverse party or both. 114 However, the new statute adds a provision that the grantor shall not be taxable on such income under this provision to the extent that the exercise of the power cannot affect the beneficial enjoyment of the income within ten years after the creation of the trust or an extension period, within the rule mentioned above relating to reversionary interests." 1 5 (5) Income for the Benefit of the Grantor.-The new Code likewise continues the provisions of the prior statute "16 that the grantor is taxable on trust income which is, or, in the discretion of the grantor or a nonadverse party or both, may be (1), distributed to the grantor; (2) held or accumulated for future distribution to,the grantor or (3) applied to the payment of premiums on policies of insurance on the life of the grantor other than policies payable irrevocably for charitable purposes." 7 In keeping with other provisions taxing the grantor as owner, the new statute states that this provision shall not apply to a power to the extent that its exercise cannot affect the beneficial enjoyment within ten years after the transfer in trust or an extension period.""
The 1954 statute continues the prior provision 119 that, income shall not be taxable to the grantor under this rule merely because such in- 
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come in the discretion of another person, the trustee, or the grantor acting as trustee or co-trustee, may be applied or distributed for the support of a legal dependent of the grantor, except to the extent that the income is actually applied or distributed for such purpose. 20 As in the prior statute, there is no provision relieving the grantor of tax on income where corpus may be applied for the support of a legal dependent and thus used for the grantor's benefit. The new statute provides, however, that where amounts are applied for the support of a legal dependent of the grantor from corpus or from income other than that for the taxable year, such amounts shall be deemed to be amounts paid or credited to the grantor and shall be taxed to him as a beneficiary of a second tier distribution.' 2 '
Person Other Than Grantor Treated as Substantial Owner
The rules taxing trust income to someone other than the grantor who does not receive the income, on the ground that he is to be considered the owner of the trust corpus or income, stem from Mallinckrodt v. Nunan,' where trust income was held taxable to an individual who had broad powers over corpus and income, including the power at any time to terminate the trust and receive the corpus.
There was no provision of the prior statute which taxed trust income to a person other than the grantor as substantial owner, and the rules under the prior law were found in the regulations. ' The 1954 Code incorporates the rule of the prior regulations into the statute, with certain changes.
The statute 1 2 4 states as the general rule that a person other than the grantor shall be treated as the owner and taxed on the income of any portion of a trust with respect to which:
(1) he has a power exercisable solely by himself to vest the corpus or the income in himself; or (2) he has previously partially released or otherwise modified such a power and after the release or modification retains such control as would subject the grantor of a trust to tax as the owner under the rules applicable to the grantor. It is important to observe that in order for the substantial ownership rule to apply to a person other than the grantor, the prohibited power must be exercisable by such person alone. Unlike the grantor, such person will not be treated as the owner where the power is exercisable only in conjunction with a third person, whether or not having an adverse interest, or where the power is exercisable by the third person alone.
As an exception to the general rule, the person other than the grantor is not to be treated as owner because of a power to vest income in himself, if the grantor is otherwise treated as the owner under the rules relating to the grantor."
The implication is that if a person other than the grantor has a power to vest corpus in himself, the trust income is to be taxed to him even though the grantor has a power or interest which otherwise could cause the income to be taxed to the grantor. The regulations should clarify this point.
The statute provides further that the general rule shall not apply to a power which enables such person, in the capacity of trustee or cotrustee, merely to apply the income of the trust to the support or maintenance of a legal dependent, except to the extent that the income is so applied. 12 Although the statute does not so state, it implies that if such person in his individual capacity and not as a trustee has power to apply trust income for the support of a legal dependent, the income is taxable to him. Trust income which is used to discharge a legal obligation of the grantor has been held taxable to the grantor as beneficiary, 2 7 and it has been held that a power in a trustee to apply trust income to discharge a legal obligation of the grantor is equivalent to a power to pay the income to the grantor. 12 However, there have been no reported cases where the contention was made that those rules apply to trust income which is or may be applied to discharge the legal obligations of someone other than the grantor.
As in the case of the provisions relating to the grantor as owner, these provisions do not expressly relieve the person other than thd grantor of tax where he has the power as trustee or co-trustee to apply corpus for the support of a legal dependent. The statute states, however, that where such amounts are applied or distributed out of corpus or income other than that of the taxable year, such amounts are to be considered distributions of income and taxed to the holder of the power as a beneficiary of a second tier distribution. It is provided further that the general rule taxing income to a person other than the grantor shall not apply to a power which has been renounced or disclaimed within a reasonable time after the holder of the power first became aware of its existence. 8 0 The statute thus makes the same distinction between a release of a power and a disclaimer which is made by the estate and gift tax statutes relating to powers of appointment.' 8 '
INCOME IN RESPECT OF DECEDENTS
The provisions relating to income in respect of decedents are found in Part II of Subchapter J, comprising Sections 691 and 692. The 1954 Code continues the provisions of the 1939 Code, enacted in 1942,132 but adds provisions dealing with certain situations not covered by the prior law. As an aid to understanding the new provisions, it may be helpful to review the general provisions of the prior statute. 133 The 1942 statute enacted provisions taxing to a decedent's estate or beneficiary items of income in respect of a decedent. The purpose of the statute was to grant relief from prior statutes 184 which required the inclusion, in the final return of a cash-basis decedent, of all items of income accrued at death.'-The pre-1942 statute, as construed by the courts, was not limited to income accrued in a strict accounting. sense and resulted in some instances in the "bunching up" in a decedent's final return of large amounts of income which would be received over a period of several years after the decedent's death.' 8 6 Although the 1942 statute was aimed primarily at income accrued at death, the statute did not define "income in respect of a decedent," and the courts have construed the statute to be broad enough to tax to a decedent's estate or beneficiary all income earned by or attributable to the decedent during his lifetime whether or not accrued at the time of his death. For example, it has been held that a voluntary payment of salary by an employer to the estate of a deceased employee for a period after death is taxable as income to the estate 1 37 and that renewal commissions received by the estate of a deceased insurance ageni are taxable as income to the estate. 8s Items of income in respect of a decedent are taxable in the year in which received to the decedent's estate or to a legatee or other beneficiary acquiring from the decedent the right to receive such items.' 3 9 If the right to receive an item of income in respect of a decedent is transferred by the decedent's estate or other person acquiring such right from the decedent, the fair market value of such right at the time of the transfer is includible in the income of the estate or other person. 140 The item of income is deemed to have been acquired by the decedent's estate or beneficiary in the same transaction in which it was acquired by the decedent and to have the same character to the estate as it would have in the hands of the decedent. 4 ' Certain items of deductions and credits in respect of a decedent are allowed as deductions and credits in the year of payment to the estate or beneficiary obligated to make such payment."
§ 678(d).
Items of income in respect of a decedent are ordinarily subject to estate tax as well as to income tax. In order to grant partial relief from double taxation, an income tax deduction is allowed for the federal estate tax, reduced by the credit for state death taxes, on the net in-A come in respect of a decedent, that is, the excess of the gross income over the deductions reflected in the estate tax retur. 1 4 The amount of the estate tax is computed at the highest rates on such net income, that is, it is the difference between the amount of the estate tax with such income included and the amount of the estate tax with such income excluded. The estate tax is deductible by the estate or beneficiary proportionately each year in the ratio that the items of gross income in respect of a decedent received by the estate or beneficiary in that year bear to the total gross income included in the estate tax return.
The changes made by the 1954 Code are discussed below.
Successive Decedents
The prior statute 144 provided that if a right to receive an item of income in respect of a decedent was transferred by the decedent's estate or other person who acquired such right from the decedent, the fair market value of the right at the time of the transfer was includible in the gross income of the estate or other person making the transfer. The regulations under the prior statute "', stated that if a right to receive income in respect of a decedent was disposed of, as by gift or bequest, by a person acquiring such right from the decedent, the fair market value of such right must be included in the income of that person. Yet the Internal Revenue Service ruled that where the widow of a deceased life insurance agent acquired from her husband the right to receive renewal commissions and she died before receiving the full amount of the commissions, the value of the uncollected portion was not includible in her final income tax return. 4 6 Alth6ugh approving the result, the Senate Finance Committee apparently considered the correctness o'f the ruling doubtful and thought that under the language of the statute and regulations the death of the widow resulted in a disposition of the right to receive the commissions and required the inclusion of the value of such right in the widow's final return. 14 7 Therefore, the result of the ruling was written into the 1954 Code.
The 1954 statute provides that the transmission at death of a right to receive income in respect of a decedent shall not be deemed a transfer,1 48 so that the value of the uncollected portion shall not be taxed as income to the estate of the second or subsequent decedent prior to its collection. The uncollected portion is taxed to the estate, legatee or other beneficiary of the second or subsequent decedent only when it is received,14 and the estate or beneficiary of the second or subsequent decedent who receives the income is allowed a deduction for the estate tax imposed on the estate of the decedent from whom the right was acquired or any prior decedent in whose estate such right was taxed. 5 0
Installment Obligations
A person who sells property on an installment basis is permitted to report each year as income or capital gain the portion of the install- ment payment received in that year which the gross profit to be realized on the sale bears to the total sales contract price." 6 ' The prior law provided that the death of an individual making an installment sale would accelerate the unrealized profit reflected in the uncollected installment obligations, 1 2 so that the accelerated profit would be includible in his final income tax return. However, if a proper bond was filed by the decedent's representative, realization of the gain was postponed until the installment obligations were collected, and the gain was taxable to those entitled to receive the payments."" In cases where a bond was given, there was no decision or ruling on whether the gain was income in respect of a decedent, and, therefore, it was not clear under the prior law whether the person required to report the gain after the decedent's death was entitled to a deduction for estate tax paid in the decedent's estate on the gain reflected in the unpaid installment obligations.
The 1954 statute eliminates the requirement of a bond and the requirement that the profit attributable to the uncollected portion be included in the decedent's final return 164 and provides that gain on unpaid installment obligations shall be treated as income in respect of a decedent and taxed to the decedent's estate or beneficiary in years in which received." 5 The result is that the estate or, beneficiary will be entitled to a deduction for the estate tax paid on the value of the right to receive the gain reflected in the unpaid obligations.
Income Distributions
The Tax Court in Estate of Ralph R. Huesman " and Rose J. Linde 17 held under the prior law that where a decedent's estate received an item of income in respect of a decedent and during the taxable year distributed such income to a legatee, the distribution was not deductible by the estate or taxable to the legatee, because it was a distribution of principal under state law. The soundness of the decisions is open to question. The circuit court affirmed the decision in the Huesman case 15 on the ground that the legatee to which payment was made was entitled to receive nothing but principal and was not entitled to receive the amount so collected as income. The court refused to say that if such an amount of income is distributed to a beneficiary entitled to receive that amount, the amount is not deductible by the estate and taxable to the beneficiary. In the Linde case, it was the Commissioner who contended before the Tax Court that the amount of income was deductible by the estate and taxable to the beneficiary; the circuit court did not pass on that point, because the Commissioner conceded the correctness of the Tax Court's decision.' 6 9 As has been pointed out," 6 it is immaterial under the 1954 Code whether or not an amount distributed by an estate is income or principal under state law. With the exception of a specific bequest or devise, 81 all distributions are treated as distributions of income in an amount not exceeding the distributable net income of the estate or trust for the taxable year." = It follows then under the new law that an item of income in respect of a decedent which is received by the estate and distributed currently will be deductible by the estate and taxable to the beneficiary." = A proportionate part of the deduction for the estate tax is allowed by the new law to a beneficiary to whom such income is distributed.'."
Joint and Survivor Annuities
The prior statute relating to income in respect of a decedent 165 did not refer to a joint and survivor annuity, and it was not clear under that law whether the survivor annuitant received an income tax deduction for any part of the estate tax paid on the value of the annuity in the estate of the deceased annuitant who furnished the consideration. The Internal Revenue Service ruled that annuities paid from retirement funds to widows or other beneficiaries of deceased employees were taxable under the provision of the income tax statute relating to annuities'-6 and not under the provision relating to income in respect of decedents and that no deduction was allowable for estate tax paid on the survivor's right to receive the taxable portion of the annuity. 6 ' This ruling is questionable because such income, like other items of income, might well be taxable under both statutory provisions. It was ruled recently that the beneficiary of a deceased participant under a qualified employees' pension or profit sharing plan was entitled to deduct estate tax on the amount which would have been taxable to the decedent if he had lived. 0 8
The prior statute taxed 3% of the cost of an annuity as income and excluded the balance of each year's payments until the total of the payments exceeded the cost of the annuity.' 6 9 The 1954 Code changes the method of taxing annuities by excluding from income each year an amount arrived at by dividing the cost of the annuity by the life expectancy of the annuitant or, in the case of a joint and survivor annuity, by the combined life expectancy of both annuitants. 7 ' The balance of each year's payments is includible in income. The amount to be excluded each year remains the same after the death of the first annuitant.
If the first annuitant furnished all or a part of the consideration for the annuity, then, except for the portion purchased with funds furnished by the decedent's employer under a qualified pension, stock bonus or profit sharing plan, all or part of the value at the time of the decedent's death of the survivor's annuity is subject to estate tax in the decedent's estate. 17 ' The 1954 statute relating to income in respect of a decedent allows to the survivor annuitant as a deduction each year a proportionate part of the estate tax on the estate of the deceased annuitant based on the portion of the annuity which will be includible in the survivor's income. No deduction is allowed for the amount of estate tax paid on the excludible portion of the annuity. 2 The procedure to determine the amount of the deduction for the estate tax on the taxable portion of the annuity is rather complicated. The value of the annuity for estate tax purposes in the estate of the deceased annuitant is first determined. From this amount is deducted the total of the amounts to be excluded from income each year during the life expectancy of the survivor annuitant, and the difference is the date-of-death value of the taxable portion of the annuity. The estate tax on this taxable portion is then computed, and a proportionate part of such estate tax is allowed each year as a deduction over the life) expectancy of the survivor, determined as of the date of the decedent's death."' For example, assume that A purchases for himself and B a joint and survivor annuity of $1,000 for which he pays $21,000. Assume further that the joint expectancy of A and B is 30 years, so that the amount to be excluded from gross income each year throughout the expectancy of A and B is $21,000/30 or $700. Assume that A dies and that on his death the annuity has a value of $12,000 and that there remain 15 years of the combined expectancy of A and B, so that the total of the annual exclusions over such period will be 15 x $700 or $10,500. No deduction will be allowed for the estate tax on the excludible portion of $10,500. However, a deduction will be allowed to B for estate tax in A's estate on $1,500, the difference between the total value of $12,000 and the total exclusions of $10,500. If, for example, the highest estate tax rate in A's estate is 30%, the deduction for estate tax will be 30% of $1,500 or $450, which will be spread over the remaining expectancy of 15 years, so that B will be entitled to a deduction each year of $30, in addition to the exclusion of $700.
Assume in this example that because a portion of the consideration for the annuity was furnished by B, only one-half of the value of the annuity is includible in A's estate. The deduction for estate tax allowable to B will be the tax on one-half of $1,500, or $750, which tax will be 30% of that amount or $225. In that case, B will be entitled to a deduction of $15 a year over the remaining expectancy of 15 years.
The statute is not clear on one point. The statutory provision dealing with taxation of joint and survivor annuities 74 indicates that the exclusion factor is to be based on the combined expectancy of two or more joint annuitants and that the exclusion factor is to remain the same after the death of the first annuitant.Y1 5 However, the provision dealing with income in respect of decedents 17 indicates. that after the death of the annuitant who furnished the consideration, the amount to be excluded each year from the income of a survivor is to be based on the survivor's remaining expectancy, which may be quite different from the remaining period of a combined expectancy. This point should be clarified by the regulations.
Payments to Successor in Interest of a Deceased Partner
Certain payments made by a partnership to a successor in interest of a deceased partner, in liquidation of the decedent's interest, are treated by the 1954 Code as income in respect of a decedent. 17 7 Payments which are so treated are (1) payments made as a distributive share of partnership income where the amount is based on partnership income and (2) guaranteed payments determined without regard to 174 income of the partnership for services or use of capital."" However, the payments so treated as income to such successor in interest do not include payments made by the partnership in exchange for the deceased partner's interest in partnership property other than unrealized receivables and good will, and they do not include payments made for good will if the partnership agreement provides for a payment for good will.
179
The treatment as income in respect of a decedent of such payments to the successor in interest of a deceased partner means that if any amount is subject to estate tax in the deceased partner's estate on account of the value of the right to receive such payments, the deceased partner's estate or other successor in interest will be entitled to an income tax deduction for the estate tax paid on such amount. If the payments are made merely on account of a contractual right to participate in partnership earnings for a period after the decedent's death and are not made in payment for the deceased partner's interest in partnership property, there should be no estate tax on such right. 1 , 0 However, a payment on account of a right to income which had accrued at the time of the decedent's death or a right to receive guaranteed payments, or on account of the decedent's interest in unrealized receivables or good will would be subject to estate tax to the extent of the value of the right or interest for which such payments are made.
Employee's Stock Option
There was no provision of the prior statute which dealt with the realization of income by the estate or a beneficiary of a deceased employee on the exercise of an employee's restricted stock option or the disposition of the stock,'' and the tax consequences in such cases were uncertain."" The 1954 Code provides that if a restricted stock option is exercised subsequent to the death of the employee by his estate or beneficiary, the transaction is to be treated for tax purposes in the same way as if the exercise had been made by the decedent.
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If an amount is required to be included in the gross income of the estate or beneficiary on account of the stock option, a deduction is allowed for the estate tax attributable to the inclusion in the taxable estate of the deceased employee of the net value for estate tax. purposes of the restricted stock option. For this purpose, the deduction is determined as if the option acquired by the deceased employee was an item of gross income in respect of a decedent."'
Taxpayer Dying in Armed Forces
The 1954 Code in Section 692 continues the provision of the prior statute " which cancels income taxes of a taxpayer dying in the armed forces. The statute states that if an individual dies during an induction period in active service as a member of the armed forces of the United States, and his death occurred while serving in a combat zone or as a result of wounds, disease or injury incurred while so serving, no income tax shall be imposed on such individual for the taxable year of death or any prior year ending on or after the first day of his service after June 24, 1950. In addition, the statute cancels any unpaid liability of such individual for income tax for prior taxable years. The provisions of the prior law were applicable only where the taxpayer died prior to January 1, 1955. There is no specific termination date under the new statute. 
